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The Basel III Framework

• Credit risk & counterparty credit risk
(Standardized, F-IRB & A-IRB)

Pillar 1

Basel III
( , )

• Market risk (Standardized, IMA) , 
Basel 2.5: Stressed VaR, IRC, CRM

• CVA risk (Standardized, IMA) Minimum

Pill 1 Pill 2 Pill 3

Market
Discipline

( , )

• Operational risk (Basic, Standardized & AMA)

• Minimum capital ratios (CET1, T1, T1 + T2)

• Minimum liquidity risk ratios (LCR NSFR)

Minimum
Capital 

Requirement

& Ratios

Supervisory
Review
Process

Pillar 1 Pillar 2 Pillar 3• Minimum liquidity risk ratios (LCR, NSFR)

• Minimum leverage ratio 

• Regulatory reporting

• Enhanced risk disclosures

Pillar 3• Economic capital

• Stress testing & simulations

Pillar 2

Enhanced risk disclosuresStress testing & simulations

• Portfolio management, limits management

• Large exposures/concentration risk

I t t t i k i th b ki b k
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• Interest rate risk in the banking book



The Basel III Framework – New Developments
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Basel III Squeezes Capital! 

Basel III has a significant impact on capital requirementsg p p q

- More strict rules on eligible capital

- Risk Weighed Assets increased for some asset classes (e.g. OTC derivatives)

- Increased capital ratios (Core Tier 1, Tier 1, Conservation buffer, Countercyclical buffer)
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Basel II vs. Basel III Capital Ratios (CET1, T1, T1+T2)

Plus additional capital ratio buffer (up to 2.5% CET1)  for specified G-SIB
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The 29 Global-Systematically Important Banks (G-SIBs)

- List to be updated every year by FSB

- Additional capital buffer

- In addition: list of “domestic SIFIs” 
to be published by local regulators

New reporting requirements to the FSB for G-SIBs:
http://www.financialstabilityboard.org/publications/r_111006.pdf
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Restriction on Earnings Distribution

Restriction on dividends, compensation bonuses, equity buyback
if capital ratios do not exceed minimum + buffers 

Restriction (% earnings)
100%

( g )
100%

80%

60%

40%40%

Bank capital
B3 minimum capital Basel III minimum capital 

0%
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Basel III New Ratios, with Progressive Roll Out

A leverage ratio as a non risk-based metric to avoid excessive leverage

Roll out:
Tested 2013 to 2017 

Binding 2018

Liquidity risk ratios: a short term ratio (LCR) with a 30 days time horizon and

g

q y ( ) y
a more long term one (NSFR) with a 1 year time horizon relying on
regulatory factors defined for stress test scenarios

Roll out:
Tested 2011 to 2014

Binding 2015

Roll out:
Tested 2012 to 2017

Binding 2018
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Compliance Starting from 2013 – The Pressure is on!

» Capital
– 2013 – Counterparty credit risk & CVA

– 2015 – Minimum core tier 1 ratio

– 2018 – Capital deductions

– 2019 – New capital ratio buffers

» Leverage
– 2018 – Leverage ratiog

» Liquidity
– 2015 – Liquidity coverage ratio (LCR)

2018 N t t bl f di ti (NSFR)– 2018 – Net stable funding ratio (NSFR)

Progressive ramp up of minimum requirements
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Basel III – Detailed Credit Risk / CCR Changes

Increased IRB RWA for IRB new AVC factor  (x by 1.25) for unregulated & large financial  institutions
inter-bank exposures (total assets over 100 M US$ or over 70 M Euros)

BCBS189: par. 102 CRR/CRD IV: Art. 148 par. 2

Capital charge for 
CVA risk

Standard or IMA,  scope is OTC derivatives and optionally SFTs (e.g. repos)
(excluding trade with Qualifying CCP)CVA risk (excluding trade with Qualifying CCP)

CRR/CRD IV: Art. 371- 374BCBS189: par. 97-104

Incurred CVA can 
lower CCR RWA

Incurred CVA when provisioned can reduce  CCR RWA and EL
lower CCR RWA

CRR/CRD IV: Art. 268 par. 6BCBS189: par. 105
(Annex IV par 9)

Basel III Regulatory Update 11

(Annex IV par. 9)



Basel III – Detailed Credit Risk / CCR Changes

RWA max between
EPE and Stressed EPE

Use EPE or Stressed EPE metric leading to Max RWA on the bank portfolio
EPE and Stressed EPE

CRR/CRD IV: Art. 278 par.3BCBS189: par. 98.

RWA for trades with Via qualifying CCP: 2% for trade and 0% for bankruptcy remote posted collateral
OR 4% or RWA as for bilateral trade (if via broker and account not segregated)CCP OR 4% or RWA as for bilateral trade (if via broker and account not segregated)

Via Not Qualifying CCP: RWA as for bilateral trades

BCBS206: par .110-115 CRR/CRD IV: Art. 297

Capitalization of CCP
default funds

Qualifying CCP: regulatory capital function of the CCP “hypothetical capital”
Not Qualifying CCP : 1250% RWdefault funds y g

CRR/CRD IV: Art. 298BCBS206: par .116-119
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Basel III – Detailed Credit Risk / CCR Changes

Securitization products
as collateral Re-securitization products not eligible, new haircuts for securitization productsas collateral

CRR/CRD IV:  Art.193 h, 219BCBS189: par. 111

No more A- rating criteria 
No more A- rating criteria for corporate guarantees to avoid “cliff effect”for corporate guarantees

BCBS189: par .195 CRR/CRD IV: Art. 197

No more A- rating criteria for corporate guarantees to avoid cliff effect

A- initial rating for  
securitization guarantor

To secure securitization exposures, guarantor rating shall be at least BBB- and
must have been at least A- when providing initially the guaranteesecuritization guarantor p g y g

CRR/CRD IV: Art. 242BCBS206: par .195
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Basel III – Detailed Credit Risk / CCR Changes

100% LGD in IRB for
specific wrong way risk

100% LGD, when exposure increase when counterparty credit quality deteriorates
Collateral not eligible when issuer linked with exposures counterpartyspec c o g ay s g p p y

CRR/CRD IV:  Art.285 par. 5BCBS189: par. 58

Increase margin period 20 days floor if netting set includes more than 5000 trades or  illiquid collateral
of risk 

BCBS189: par. 41 CRR/CRD IV: Art. 279 par. 2

or derivatives that can not be easily replaced
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Basel III – Detailed Credit Risk / CCR Changes

250% RW for
some assets 250% RW for the not deducted portion of shares in financial institution, DTAs, MSRs so e assets

CRR/CRD IV:  Art.128 par. 2
Art. 452

BCBS189: par. 87-89

1250% RW instead

5

Unrated or badly rated securitization exposures,  equities in PD/LGD,
fof capital deduction

BCBS189: par. 90 CRR/CRD IV: Art. 246
A t 256

some unsettled trades, significant investment in commercial entities …

Art. 256

Deduction from Provision vs expected loss short fall Gain On Sales for securitization
common equity tier 1

BCBS189: par. 67-89 CRR/CRD IV: Art. 451

Provision vs expected loss short fall, Gain On Sales for securitization,
own shares investments,  DTAs, Goodwill ….
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Basel III – Detailed Credit Risk / CCR Changes

Leverage Ratio 100% CCF for off balance except unconditionally cancelable 10% CCF
Regulatory CEM netting for OTC derivatives and SFTs, 3 months average

CRR/CRD IV:  Art. 416-417BCBS189: par. 151-167

Countercyclical Buffer For “private” counterparty only, weight applied depend on country of residenceCountercyclical Buffer

BCBS189: par. 136-147 CRD IV directive:  Art. 126

Conservation Buffer 2.5 % additional capital bufferConservation Buffer

BCBS189: par. 122-135 CRD IV directive:  Art. 123

% p
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EU Basel III Implementation

» Capital Requirement Regulation (CRR): Single rule-book across EU, no need for 
local transposition by member states (include most of the detailed Pillar 1 rules)

» CRD IV: the Directive with local transposition by member state

Should include: sanctions if a bank does not meet the minimum requirements,
ibl dditi l d ti l f t dditi l it l b ffpossibly additional domestic rules for mortgages, additional capital buffers …

» Currently draft CRR/CRD IV version, still updated every month … 
=>  final “Danish compromise” expected by July 2012, applicable 1st January 2013y y y

Currently “under discussion”:

- UK wants ability to define higher capital ratios  (+3%) for retail banks (Vickers rules)

- Global vs European vs domestic SIFIs buffers (may be pushed to CRD V next year)

N 0% RW f ll EU i d bt i E ( G )- No more 0% RW for all EU sovereign debt exposures in Euros (e.g. Greece)

- Lower RWA for SME, infrastructure project and trade finance to stimulate investments

R t i ti b k ti (b < fi d )
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Common COREP Rev4 Reporting in EU in 2013

http://eba.europa.eu/Publications/Consultation-Papers/All-consultations/CP41-CP50/CP50.aspx

» EU CP50 draft on common COREP, FINREP & mortgage losses
published in December 2011 EU CP04 on own funds published the 7th of June

http://www.eba.europa.eu/Publications/Consultation-Papers/All-consultations/2012/EBA-CP-2012-04.aspx

published in December 2011, EU CP04 on own funds published the 7th of June

» Final specification should be published by August 2012 (w/ XBRL taxonomy)

» It will be applicable in EU on the 31st of March 2013 reporting date» It will be applicable in EU on the 31 of March 2013 reporting date 
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Single Large Exposure Reporting Stack in EU in 2013

» EU CP51 draft on common large exposures reports published in February 2012

http://www.eba.europa.eu/Publications/Consultation-Papers/All-consultations/2012/CP51.aspx

» EU CP51 draft on common large exposures reports  published in February 2012  

» It shall also be applicable in all EU on 31st of March 2013 reporting date 
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New Reports on Leverage Ratio and 
Liquidity Risk Ratios

http://eba.europa.eu/Publications/Consultation-Papers/All-consultations/2012/EBA-CP-2012-05.aspx

» EU CP05 and CP06 includes draft templates on liquidity and leverage ratios

http://eba.europa.eu/Publications/Consultation-Papers/All-consultations/2012/EBA-CP-2012-06.aspx

» EU CP05 and CP06, includes draft templates on liquidity and leverage ratios 
published by EBA the 7th of June 2012 (consultation until end of August 2012)

» Applicable for “monitoring purpose” in Q1 2013 
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EU Specifics – Detailed Credit Risk / CCR Changes

Exposures to banks RWs  In standardized approach use bank rating (if rated) otherwise sovereign rating
(standardized)

CRR/CRD IV:  Art.114-116

Past due deals
(standardized)

No more preferential 100%  RW if fully secured by ineligible collateral
No more preferential 50% RW for secured part by Residential Real Estate( )

CRR/CRD IV:  Art.122

High Risk 150% RW
( t d di d)

Hedge fund exposures and private equity exposures as high risk (150% RW)
(standardized)

CRR/CRD IV: Art. 123
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EU Specifics – Detailed Credit Risk / CCR Changes

Mortgages 
( t d di d)

RRE:  Min (80% market value; 80% MLV) => 35%RW
(standardized) CRE : Min (50% market value; 60% MLV) => 50% RW

CRR/CRD IV:  Art.119-121

Mortgages LGD floors
(IRB)

No more derogation for LGD floor
Weighted average LGD floor: RRE mortgages (10%), CRE mortgages (15%)( )

CRR/CRD IV:  Art.225 par. 2
Art.160 par.4

0% RW for
EFSF

p

European Financial Stability Facility
EFSF

CRR/CRD IV: Art. 113

p y y
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EU Specifics – Detailed Credit Risk / CCR Changes

Alternative to 1250% RW:Alternative to 1250% RW:
full deduction from

common equity tier 1

For the former  Basel II deduction 50% tier 1 and 50% tier 2 
E.g. unrated or badly rated securitization exposures, equities in PD/LGD,
some unsettled trades, significant investment in commercial entities …

CRR/CRD IV: Art. 246
Art. 256

Trades with QCCP
no 4% RW category

CRR/CRD IV A 29

2% RW only, not yet the 4% RW category

CRR/CRD IV: Art. 297

Capitalization of CCPCapitalization of CCP
default funds 

CRR/CRD IV: Art. 298

Specific capital requirement rules for contractually committed contributions
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EU Specifics – Detailed Credit Risk / CCR Changes

Alternative approach
for CVA risk

Counterparty Credit Risk RWA * 5 (when using OEM)

25

for CVA risk

CRR/CRD IV:  Art. 374 par. a

CVA scope is all OTC trades (or SFTs optionally) excluding the following:
Credit derivatives trades hedging credit risk RWA

CVA scope
(specific exclusions)

- Credit derivatives trades hedging credit risk RWA
- Trades with Qualifying CCPs
- Trades with EU Central Banks, EU Sovereigns, EU PSEs, EU MDBs 

if and only if  using IMA for CVA risk (not excluded if using CVA standardized)
- Intra-group trades with parent, sister or child companies
- Trades with counterparty part of an “institutional protection scheme”Trades with counterparty part of an institutional protection scheme

CRR/CRD IV:  Art.372
EMIR: Art. 1 par 4 & 4a

Other EU specificities
already in CRD II/III

Examples : 5% retention floor for securitization, Significant Risk Transfer check
for securitization originators,  life insurance asset class …
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COREP Rev4: CR SA
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COREP Rev4: CR IRB
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COREP Rev4: New IRB Report on Geographical
Concentration
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COREP Rev4: CA
Split in 5 reports:

- CA 1: Eligible Own funds and deductions (many changes)

- CA 2: Own funds requirements (RWA)

- CA 3: Capital ratios

- CA 4: Memorandum items

- CA 5: transitional provisions (grandfathering rules)

+ Group Solvency

--
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New EU Reports on Large Exposures

- Per counterparty group and then focus on individual counterparties

- Direct and indirect exposures 

- Detailed information on credit risk mitigants (collaterals and guarantees applied)
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New EU Reports on Liquidity Risk Ratios

» Pretty in line with Basel QIS templates

» LCR (CP05 Annex 1): reports on liquid assets, inflows and outflows

» Stable funding (CP05 Annex 2):  reports on available and required stable funding 
over next 12 monthsover next 12 months
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New EU Reports on Leverage Ratio

» Pretty in line with Basel QIS templates

» (CP06 Annex 1): reports on-balance and off-balance exposures, before 
and after regulatory netting, additional break down per Basel asset classes and RWs 
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New EU Report on Mortgage Losses and Exposures
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New Common EU FINREP

» Financial reports (IFRS or local GAAP)

» At consolidated level only

» 20 reports (to be sent twice a year)

» Balance Sheet, income statement, impairments (specific and general allowances)

» Detailed assets, liabilities, off balance sheet, derivatives products breakdown:

» per product type

» per type of counterparty

i k t» per risk type

» per country (residence of the counterparty)

per industry sector (NACE Codes)» per industry sector (NACE Codes)

» per accounting strategy
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US Basel III Implementationp
» Basel III as one of the many requirements in the Dodd Frank Act (DFA), 

the US big financial reform initiated after 2008 crisis

» Detailed Basel III NPR on regulatory capital published the 7th of June 2012 
(comments expected by 7th of September 2012, progressive roll out starting in 2013)

Fi l B l 2 5 l f k t i k d t bli h d l th 7th f J 2012» Final Basel 2.5 rules for market risk update published also the 7th of June 2012
(application date: 1st of January 2013) 

» New rules on Basel III liquidity risk ratios and G-SIBs additional capital buffers will be y
addressed in future proposals

Proposed rules on BIII:
http://www.federalreserve.gov/newsevents/press/bcreg/20120607a.htm

p

Fi l l BII 5 k t i k
http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20120607b1.pdf

Final rules on BII.5 market risk:
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US Basel III Implementationp
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US Basel III Standardized Specifics for Credit Riskp
or CCR 

Not relying on rating 
agencies external ratings

- 0% RW for US sovereign 
- 20% RW (or 100% RW) for US GSEs or PSEs
- 0% RW for international MDBs
- 20% RW for US banks

(Dodd Frank Act mandate)
- 100% RW for non past due corporate exposures
- OECD country ratings used for foreign sovereigns, banks and PSEs RWs
- Collateral haircuts based on standardized RWs or “investment grade” criteria
- Simplified Supervisory Formula Approach (SSFA) or “gross up” approach
for securitization exposures 
No minimum ratings criteria for guarantors eligibility- No minimum ratings criteria for guarantors eligibility

Residential Mortgages
- 0% if unconditionally guaranteed by US government (or agencies)
- 20% if conditionally guaranteed by US government (or agencies)

Oth i 35% 50% 75% 100% 150% 200% RW d diResidential Mortgages - Other wise: 35%, 50%, 75%, 100%, 150%, or 200% RWs depending on:
> Category 1 vs Category 2 classification (qualitative information)
> LTV ratios
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US Basel III Standardized Specifics for Credit Riskp
or CCR 

High Volatility 
Commercial Real Estate

(HVCRE)

Some Commercial Mortgages are classified as HVCRE according to various
regulatory criteria (e.g. LTV maximum ratios) and get then a 150% RW.
Other CRE get 100% RW.

(HVCRE)

Equity and funds 
exposures

0%, 20%,100%, 250%, 300%, 400% or  600% RWs depending on various
qualitative criteria (e.g. type of issuer, public vs private equity …).
Specific equity hedging rules and funds look through approaches.

Oth t ilOther retail exposures Other retail exposures (e.g. credit cards) get 100% RW
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US Basel III Standardized Specifics for Credit Riskp
or CCR 

No charge for CVA risk CVA risk capital charge (even for Simple regulatory formula) only for IRB banks

No countercyclal buffer O l f IRB b kNo countercyclal buffer Only for IRB banks

Simpler leverage ratio Off balance sheet exposures included only for IRB banks
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US Basel III IRB Specifics for Credit Risk or CCR p

Not relying on rating 
agencies external ratings

- Collateral haircuts based on standardized RWs or “investment grade” criteria
- SFA, Simplified Supervisory Formula Approach (SSFA) or deduction approachagencies external ratings

(Dodd Frank Act mandate)

S , S p ed Supe so y o u a pp oac (SS ) o deduc o app oac
for securitization exposures 

- No minimum ratings criteria for guarantors eligibility (including for securitization
guarantors or when applying “double default “approach)

- PD bands (internal ratings) instead of external ratings for  CVA simple
regulatory formularegulatory formula

Other specifics in line Examples :Ot e spec cs e
with 

current US Basel II rules

Examples :
Specific rules for mortgages, HVCRE, equities, funds, 100% RW in case
of default, equity materiality rules …
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US Basel 2.5 Market Risk Rules 
» For IMA in lines with Basel 2.5 (e.g. Stressed VAR, IRC)

» A US standardized approach proposed as an alternative for “specific risk”

US standardized approach
for specific risk not 

Interest rate specific risk (e.g. bonds):
- 0% RW for US sovereign 
- OECD country ratings and maturity used for foreign sovereigns, banks

relying on ratings

(Dodd Frank Act mandate)

OECD country ratings and maturity used for foreign sovereigns, banks 
and PSEs bonds RWs

- Corporate bonds RWs depending on maturity and “investment grade” criteria
Securitization exposures
- Simplified Supervisory Formula Approach (SSFA)  or “gross up” approach
Equity specific risk 
- 2% or 8% RW depending on diversified index or not  
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US Basel III
» New thresholds for Prompt Corrective Actions (PCAs)

» New limitation on pay out ratio based on» New limitation on pay out ratio based on 
conservation buffer (e.g. dividend, equity buy back) 
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Other US Regulatory Initiatives as part of g y p
Dodd Frank

» CCAR stress testing and reporting requirements (FRY 14) – a huge regulatory burdeng p g q ( ) g g y
– Monthly: detailed loan level reports (on credit cards, mortgages transactions)

– Quarterly: other loan levels reports on other assets classes and some risk reports

– Yearly: Capital planning and RWA reports forward looking view on upcoming 9 quartersYearly: Capital planning and RWA reports, forward looking view on upcoming 9 quarters
(for base line and for several stressed scenarios)

– Applicable to T1 banks (assets > 50 B US$) and simplified version for T2 banks (assets > 10 B US$)

» Single counterparty limit (analogy with EU large exposures rules to monitor concentration risk)

» Common Legal Entity Identifiers (LEI) for counterparty pushed by US Agencies (e.g. CFTC), 
shall become an international ISO standard pushed also by FSB
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http://www.federalreserve.gov/reportforms/formsreview/FRY14A_FRY14M_FRY14Q_20120418_omb.pdf

htt // /fd / k /FR 2012 06 04/ df/2012 13397 dfhttp://www.gpo.gov/fdsys/pkg/FR-2012-06-04/pdf/2012-13397.pdf
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Rest of the WorldRest of the World

G20 country members are committed to implement Basel III from 2013
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ROW – Basel Committee Progress Report – Basel 2.5 StatusROW Basel Committee Progress Report Basel 2.5 Status
http://www.bis.org/publ/bcbs215.pdf
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ROW – Basel Committee Progress Report – Basel III StatusROW Basel Committee Progress Report Basel III Status
http://www.bis.org/publ/bcbs215.pdf
http://www.bis.org/publ/bcbs/b3prog_dom_impl.htm
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EMEA – Basel III StatusEMEA Basel III Status

Source: Moody’s Analytics
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Americas – Basel III StatusAmericas Basel III Status

Source: Moody’s Analytics
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APAC – Basel III StatusAPAC Basel III Status 

Source: Moody’s Analytics
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“Fundamental Trading Book Review”, Basel IV?u da e ta ad g oo e e , ase

» “Fundamental Trading Book Review”  from the Basel Committee

http://www.bis.org/publ/bcbs219.pdf

– Proposal to update all trading book (Market Risk) regulatory capital rules

– Long term initiative 2 or 3 years (that may be speed up by recent JP Morgan events)

– May become Basel 4 or at least Basel 3.5

Main proposals:
– Review trading book definition (How to classify assets in trading vs banking book)

– Internal Model approach changes:
» Expected short fall  metric to capture rare loss events instead of Value At Risk

» Liquidity horizons to consider

– New standardized approach model being defined
» Standardized approach may be mandatory (possibly as a floor) even for institutions using Internal Model

– Idea to propose capital requirement to cover banking book Interest Rate Risk (ALM)
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moodysanalytics.comy y

Q & A
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accordingly make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each security that it may consider 
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